choose. Although classical decision rules were at times considered mere approximations to decision rules which make use of the entire distribution, 3 they may be treated as decision rules in their own right.
The second approach has since Roy (1952) been called the 'safety first approach'. Safety first rules emphasise those results of a gamble that might or should be considered 'disastrous' by the individual. Decision rules are considered 'reasonable and probable in practice', 4 if they lead to a reduction as far as possible of the chances of a catastrophic occurrence. Thus, instead of relying on parameters alone, safety first rules utilise at least some of the information the distribution function provides on specific results and their probabilities. Such information has a special bearing in insurance mathematics. Accordingly, safety first rules had been applied to the theory of risk in insurance companies 5 some time before Roy first applied them to portfolio choice problems. Telser (1955/56) and Kataoka (1963) proposed two more safety first rules for portfolio choice settings.
Because of their emphasis on disastrous occurrences, safety first rules have always lent themselves to appeals to intuition and introspection. Their application to problems of decision under Knightian risk was thus almost always justified on rather behavioural reasoning. It might thus be argued that they should only be treated as descriptive decision rules. As such they have indeed been tested empirically, mainly in studies where behaviour under potential crisis results was analysed. But they will here be analysed also from a normative point of view, since they may be treated as normative decision rules as well.
It will become apparent in the following chapters that almost all decision rules prominent in portfolio choice theory can be attributed to the 'classical approach'. The most prominent decision rule, Markowitz's (1952) mean-variance rule, is a prime example. More recent versions of classical decision rules are also discussed. Some of these are at least influenced by safety first rules, which until recently were almost totally disregarded for portfolio choice settings. Because of their influence on recent developments, it will prove illuminating to discuss their original versions as well.
When exchanging arguments for and against decision rules used in portfolio choice theory, it will prove helpful to start with an analysis of the archetype of all decision rules, the 'expected gain rule'. It was never directly proposed for portfolio choice theory, although it is fair to say that before Markowitz founded what is now called 'modern portfolio theory' investment analysis focused solely on expected returns. 6 But this alone is no good reason for discussing the expected gain rule. What the discussion will bring forth are arguments for and against all decision rules that make use of expected values.
